Taxation policy is one of the main instruments which can affect some national economy sectors, ensure development of any territory by special provisions in tax laws. The current Latvian tax policy is mainly based on the continuation of the tax policy followed since the tax reform of 1995, generally the system goal was to ensure capital inflow and capital market activities, with the aim to increase foreign direct investment and promote the development of the national economy. Research of the current status of taxation policy and quality of the state budget revenue sources enabled to suggest some short-run solutions; to ensure the competitiveness of domestic supply, shifting incentives from dividends and income distribution to investments in the real economy; and also generating state revenues with the aim to reduce domestic demand. Implementation of prepared recommendations gives a premise to ensure the development of Latvian national economy and also competitiveness of Latvian tax system. 
Introduction
Generally, there are different approaches to the taxation systems, and also different implementation mechanisms. The most popular and most investigated type of tax seems to be the corporate income tax. As Mintz (1995) argued "the corporation tax is arguably the well-studied tax found throughout the world. Countless numbers of professionals study the impact of corporate tax law on the affairs of the corporation. Yet, despite considerable resources that are expended on compliance, the tax in many countries raises only a small portion of revenue for governments. Despite transparency arguments, that taxes should be imposed on consumption or on incomes of natural entities, different states continue to tax corporate profits. Generally, the corporate tax is a benefit tax to ensure that corporations pay for public goods and services that improve their profits; also the corporate tax captures the rents earned by owners of fixed factors and serves as additional tax element for taxation of individuals (IFS, 2011). All developed countries and most developing countries operate a form of corporate income tax. While corporate tax rates have fallen over the last quarter-century, the sharp fall in revenues from corporate income taxes in 2008 and 2009 did not continue into 2010; however, the share of these taxes remains at 9% in total revenues, somewhat below its 11% share in 2007, and fully corresponds with 8.8% of total tax revenues in 1965.
Hypothesis -usage of proper taxation principles and effective corporate tax incentives will lead to the improvement of the business environment and national economy development. The research aim is to explore Latvian corporate income tax system and to evaluate the possible proposals for the improvement of Latvian tax system. The following tasks of the research were set to achieve the aim of the paper -to analyse the corporate tax reform developments; and to evaluate their impact on taxpayers and efficiency of the tax system. This paper analyses the development of taxes on corporate income in the EU and G7 countries over the last two decades. The authors establish a number of stylised facts about their development. Tax-cutting and base-broadening reforms have had the effect that, on average, effective tax rates on marginal investment have remained fairly stable, while those on more profitable investments have fallen across the EU and G7 countries. The authors discuss two possible explanations of these stylised facts arising from alternative forms of tax competition. First, governments may be responding to a fall in the cost of income shifting which puts downward pressure on the statutory tax rate. Second, reforms are consistent with competition for more profitable projects, in particular, those earned by multinational firms (Devereux et al., 2002) . Although, the global economic crisis has posed hard new questions, it also offers an opportunity to accelerate structural tax reforms and restart the discussion on the design of corporate taxation beyond short-term policy responses. Therefore, the authors finally outline proposals to reform corporate taxation.
Corporate tax policy
Corporate tax policy issues raised interest of the researchers during the crisis, since public finances suffer due to shrinking tax receipts caused by higher unemployment and lower company profits, it becomes even more important. Corporate tax reform seems to be one of crucial topics for future tax reforms. One of the reasons is the relationship between tax policy and financial crisis. The International Monetary Fund (IMF) (2009) has argued that the global financial crisis was exacerbated (though not caused) by tax policies which fuelled the credit boom that preceded the economic downturn. Also, as shown in Fiscal studies (Keen et al., 2010) , the complexities of national tax codes, and the international interaction between them, have, moreover, encouraged the use of complicated financial instruments and international tax planning, reducing transparency. Tax distortions did not cause the crisis -in the sense that there are no obvious tax changes likely to have triggered it -but they may well have contributed by leading to higher leverage and more complexity than would otherwise have been the case. Most of these distortions have long been a source of concern but dealing with them may be more important than previously supposed. Researchers also examined the relationship between corporate taxation and the companies' performance. The authors could mention as an example, analysis of the impact of the global economic and financial crisis on the effective tax burden of companies, and evaluation of the short-term measures, introduced by the German government, to support economic activity (Spengel and Zinn, 2012) . The second reason is the necessity to improve aggregate supply and economic performance, especially for open economies. As an example in tax reform monograph (Claus et al., 2010) , the eminent contributors (including Altshuler, Creedy, Freebairn, Gravelle, Heady, Kalb, Sørensen and Zodrow) investigate the beneficial directions for the mediumterm tax reform in the light of global developments and lessons from the latest taxation research. In addressing this issue, they review the impact of taxes on the economic performance, also international and corporate taxation. Previous studies (Heinemann et al., 2010 a) done in the field of corporate taxation, also allow concluding that, despite different determinants of corporate tax rates, the behaviour of governments in setting tax rates is often best described as a discrete choice decision problem. According to the empirical model (Heinemann et al., 2010b ) that relates with the government's decision whether to cut its corporate tax rate to the country's own inherited tax and taxes in the neighbouring countries. Government position on corporate tax regime and implemented tax incentives generally will correspond with the tax burden imposed on corporate income relative to geographical neighbours and the probability of rate-cutting tax reforms is strongly affected by general trends in neighbouring countries. Some authors argue that FDI location choices depend on an effective average tax rate and propose a precise measure of this rate (Devereux and Griffith, 2003) . However, the analysis of reforms in the area of CIT reforms reveals that, while FDI represents an important variable in triggering CIT cuts, its directionality does not confirm the competitive diffusion theory (Todor, 2013) . Research results (Crabbe, 2013) confirm the existence of tax interdependence within the Western Europe, and show that strategic interactions among the Eastern European countries are less common. The specific aspects of corporate tax reform seem to be the issue of taxation of distributed profit, instead of gross profit. The consequences of the corporate tax reform in Estonia in 2000 are investigated in the paper by Masso et al. (2013) . This unique reform maintained corporate income tax only on distributed profits and, according to the investigation, the outcome of the reform by comparing the performance of the affected companies in Estonia with that of companies from Latvia and Lithuania shows an increase in holdings of liquid assets and lower use of debt financing after the reform. A positive relationship of the reform with postreform investment and productivity has also been found. However, the results point to a stronger effect on smaller companies. Latvian corporate tax policy and corporate tax tools have also been discussed in Latvian scientific monographs, devoted to general tax policy issues (Skapars et.al., 2010) , or detailed analysis on the corporate income tax and taxes for agricultural enterprises, and recommendations for their improvement (Vitola et al., 2012) .
Corporate tax policy shows corporate tax rate decrease and revenue share stability paradox. While average statutory corporate tax rate in the EU-15 has dropped from slightly below 50% in the 1980s to less than 24% in 2012 (European Commission, 2013b) and also effective average tax rates (EATR) show a decrease from 1998 (Table 1) , the share of corporate tax revenues in GDP percentage terms remains stable (Table 2) .
Also, the OECD average corporate tax share (OECD, 2012) in total tax revenues remained stable from 8.8% in 1965 to 8.6% in 2010. One of the factors of decline in corporate tax rates is "race-to-the-bottom", i.e. a process in which competing governments successively undercut each other's tax rates in order to attract mobile investments and, thus, broaden a tax base. Such approach is eroding corporate tax revenues and imposes threat to public finances. However, based on empirical results, Arnold et al. (2011) and Acosta-Ormaechea and Jiae (2012) demonstrate that shifting revenues from direct taxes (including corporate and personal income tax and social security contributions) to indirect taxes (such as VAT and recurrent property taxes) contributes to the economic growth (European Commission, 2013a). Additional explanation on corporate income tax share in revenues is related with the broadening of the corporate tax base that has occurred, in parallel, to the lowering of tax rates. Finding that changes to the corporate tax rate are often coupled with changes to the corporate tax base, the authors re-estimate the relationship between the corporate tax rate and corporate tax revenues, taking into account changes to the corporate tax base. Corporate tax rates no longer have a statistically significant relationship with corporate tax revenues. According to the research, similar to Kawano (2012) , the authors of the present research do find evidence that tax policies that broaden the tax base are associated with increases in corporate tax revenues. However, it is difficult to link particular corporate tax base changes with changes in tax revenue, perhaps in part because the short-term revenue response of increased investment is generally negative. Future, more accurate research should endeavour to estimate these mechanisms. As shown in Vitola (2008) , in Latvia, the current tax policy is mainly based on the continuation of the tax policy followed since the tax reform of 1995. Tax policy was not targeted on the manufacturing sector, initially, relatively high profit and property taxes, in combination with high penalties and high overdue tax debt interest ratios, extinguished large manufacturing enterprises. Generally, the system was built according to the decisions made in 1994-1995. Tax system, of course, was also influenced by the accession to the EU and the EU tax regulations. When tax policy was built, the main goal was to ensure capital inflow and capital market activities with the aim to increase foreign direct investment and promote the development of the national economy. The current tax policy relies on shifting the tax burden from the labour force and entrepreneurship to consumption. The strong decline in the tax to GDP ratio, over the past years (Table 3) , has been largely owing to two major factors. Firstly, the cut in social contributions; secondly, the cut in the corporate income tax rate from 25% to 15%. The recent developments in the tax system have been mainly targeted at abolishing discriminatory and restrictive provisions by extending the relevant exemptions.
A proposed general cut of the personal income tax rate from 25% to 20% has been abandoned, mainly due to the perceived risk for the public finances and inflation. Nevertheless, the personal income tax rate is planned to be reduced to 22% as of 1 January 2016. The Latvian tax system can be described as low tax burden system.
In the field of corporate income tax, during the past twenty years, significant reforms occurred twice. Firstly, on 9 February 1995, the Parliament of the Republic of Latvia passed the law "On Corporate Income Tax", the President announced the law on 1 March 1995, and the law came into force on 1 April 1995. Secondly, since the Soviet times, the CIT has remained unchanged, when it was called a profit tax. In 1995, the transition to CIT was related with avoiding the differentiated and higher tax rates, and setting of the flat rate for residents irrespective of the type of business and the form of property ownership. The rates of profit tax were differentiated as follows: 65%, 45%, 35%, and 25%. The maximum or the socalled special rate of 65% was applied to gambling companies. Other rates of profit tax were applied as follows: 45% -to the banking industry, insurance and commerce; 35% -to state enterprises; and 25% -to other enterprises; thus, reducing the tax burden, and also shifting to the flat tax policy in income taxation. Secondly, in 2002-2004, reduction in the statutory rates occurred, also related with changes in the tax base and reforms, according to the EU requirements for corporate taxation. In relation to the economic growth, this lead to the changes in implicit tax rates and tax burden (Table 3) . In Latvia, the revenues from taxation of capital (also, corporate income tax revenues) are one of the lowest among the EU countries. In Latvia, the corporate income tax rate is considerably lower than the rate in the EU-15 countries (28.9%, on average). At the same time, in the majority of the Member States of the European Union, corporate income tax rates are differentiated, e.g. reduced rates for SMEs etc. By differentiating corporate income tax rates, the state, at its disposal, is provided with a mechanism, how to stimulate companies, e.g. to promote innovation, production of new products, research etc. In Latvia, it is difficult to implement the mentioned tax incentives, keeping the tax rate constant. Essential opportunity to increase revenues from capital taxes is provided by differentiation of corporate income tax and revision of corporate tax base. Legislation would prescribe a wide range of the tax rate, applying the principal increase of the tax to the service sector. However, the increase of the tax in the production sphere (agriculture, industrial enterprises) would not essentially affect the costs of entrepreneurs. According to the legal acts that are in force in the EU, the Member States are not subject to any restrictions regarding corporate income tax. The EU Member States are competent to apply different tax rates for different taxpayers, of course, taking into account the EU Code of Conduct in the field of business taxation (Jakusonoka, 2013) . In 2012, according to the Latvian State Treasury data, revenues from corporate income tax have increased by LVL 47.4 million or 24.1% compared with 2011. Figure 1 outlines actual corporate income tax revenues and forecasted revenue projections.
In the field of corporate income taxation, Latvian approach seems to be simple and close to classical corporate taxation system -low statutory tax rate of 15%, at the same time, tax exemption on dividends distributed to the companies and 10% tax on dividends distributed to the individual shareholders. As shown in Feith (2013) , the three Baltic States offer different types of companies and partnerships. Companies are subject to corporate income tax with rates between 15% and 21%. Nondistributed profits of companies are not taxed at all in Estonia. In Latvia, partnerships are treated similar to Austria; whereas, in Estonia and Lithuania, they are taxed in the same way as companies. Latvia and Lithuania offer favourable tax rates between 5% and 9% to small companies (Feith and MajakKnöbl, 2013.) Taking into account the EU Parent-Subsidiary Directive provisions, this regime seems to be favourable for tax planning and profit shifting schemes. The improved holding regime has been introduced in corporate income tax since 2013 providing tax exemption from corporate income tax in combination with exemption of capital gains for company shares and abolishment of withholding tax for dividends paid to non-residents. The low tax rate is combined with the profitloss statement adjustments for the tax purposes. Introduction of the loss-carry-forward regime for an indefinite period of time in combination with "super deduction" method are chosen as the main measures for stimulation of investments (Figure 2) , when the initial cost of industrial asset is multiplied by a coefficient (1.5 coefficient for taxation years of 2013-2020). From taxpayers' point of view, the approach is simple but at the same time, the real amount of incentive is related with the statutory rate. However, investments in manufacturing have been increasing since the end of 2010. From 2007 to 2009, investments in manufacturing decreased by 64.2% due to the financial crisis. It was determined, to a great extent, by the decrease of investments in production of consumer goods (including food production -by 44%) as well as production of intermediate consumer goods (including wood processing -by 88% and production of Fig.1 . Corporate tax revenues, million EUR chemical substances and its products -by 77%). In total, in 2010, investments in manufacturing were by 5.5% higher than in the previous year. Investments in the sectors of production of non-durable consumer goods and investment goods are increasing most rapidly. The wood processing sector, paper industry and publishing as well as production of pharmaceutics had the largest contribution to the increase in investments in manufacturing. In 2010, positive investment trends were also observed in metal processing and production of vehicles. In the near future, investment volumes in the economy of Latvia are likely to increase gradually. As stated by the Ministry of Economy, the dynamics of the investing process, to a great extent, will depend on access to financial resources, increase of the total demand and implementation of the state support measures in fostering entrepreneurship (Ministry of Economy of the Republic of Latvia, 2013). As a matter of course, the low rate stimulated financial investments and mobile capital growth. Comparing statistics on profits of companies, paid dividends and economic growth, it seems that, in the service branches of economy, profits distributed growth was higher than the economic growth, so the favourable tax regime stimulated dividend payments. One of the tax policy problems is income shifting from the personal income tax base to corporate income tax base, because of employment related tax burden. At the same time, increase of real investments in manufacturing branches seems to be based on the available EU funds and instrument financing.
As the main item of tax incentives is loss carry forward and group of companies loss compensation incentives, tax incentives do not provide significant support for profit as the investment financing source, tax system does not segregate small businesses from the large ones, manufacturing and other activities with high value added from the low ones and profit distributed from re-invested profits. According to the comparative analysis the best results for taxpayers could be obtained by creation of tax-free reserves similar to tax relief on acquisition of buses used for passenger traffic abolished by amendments to the law "On Corporate Income Tax" of 15 December 2011. Tax exempt reserves create cognate regime to Estonian exemption on non-distributed profit. At the same time, reduction of the taxpayer's taxable profit for the multiplication of the annual weighted interest rate and undistributed profit of pre-taxation periods should be abolished, as targeting the same non-distributed profits and containing tax reduction on "deemed" expenditures. Similar conclusions are stated by I. Snucins (2013) arguing that the existing corporate income tax system with the main overall investment incentives should be maintained. However, it is recommended to ensure regular examining and changing or removing special targeted tax reliefs, if necessary.
Taxation measures and further development possibilities
From the national economy growth stimulation point, the main task for revision of corporate tax policy should be the introduction of investment favourable tax regime. The main idea should be the combination of investment tax credit in the stage of accumulation of re-investable profit and the main straight line depreciation method according to effective life time of assets. From the innovation stimulation point, the 
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main task is to maintain the R&D costs regime as it is -the R&D costs can be written in the appropriate taxation year, when occurred. In addition, the declining balance method is offered for the R&D assets. However, due to the accounting standards and deferred corporate income tax provisions on the difference between tax depreciation and financial accounting depreciation, the declining balance method seems to be burdensome for profit accumulation but suitable for the current corporate tax payment reduction. At the same time, the special tax relief for reserves for research activities can be introduced for profit accumulation. Generally, tax deductions and tax credit method are used in the field of incentives for investments and innovations for the needs of indirect government policies.
As shown in Atkinson (2007) , one of the valuable government tools is the tax credit for research and engineering activities.
The rationale for using a tax-based subsidy to stimulate R&D is the fact that this mechanism provides a market-oriented response, by leaving the decision of the composition of a company's R&D portfolio up to corporate decision makers.
A large majority of the Member States apply tax incentives to stimulate private research and development investment. This type of incentive has seen increasing interest since the onset of the crisis. The major trend in recent years was to simplify R&D schemes and widen them, e.g. to cover innovation activities. This continued over the period under consideration. More than a third of Member States modified their R&D tax incentives in 2012/2013. Most of them made the existing schemes more generous (CZ, IE, EL, NL, and RO), or changed the eligibility criteria (CZ, FR, and HU). For example, starting from 1 January 2013, a French R&D tax credit for small and medium sized enterprises covers innovation activities beyond R&D. These are closer to market activities related with prototyping and piloting innovative products and services. This measure aims at stimulating innovation in French SMEs by helping them bring research results to the market. From February 2013, Romania increased the existing tax deduction for R&D expenditure from 120% to 150% of qualifying costs. However, the strict eligibility conditions attached to the present R&D tax incentives mean they are little used by companies. The Czech Republic enhanced its R&D tax incentives by increasing the deduction for qualifying R&D activities and extending its scope to R&D services provided by certain third parties. Poland has announced plans to allow taxpayers to transfer 1% of CIT to research entities. Many changes in R&D schemes had the objective of improving companies' cash flow position. In April 2013, the UK introduced a new 10% credit for the large company R&D investment that is payable to companies with no corporation tax liability (a payable credit already exists for R&D investment by SMEs). Ireland doubled the amount of qualifying expenditure for calculating the R&D tax credit on a full volume basis (without reference to the 2003 base year). This measure is said to benefit SMEs, in particular. Denmark quintupled the maximum cash payment for research and development costs. Also, the authors can agree with Aralica (2013) that it is important to evaluate such tax incentives for research and innovation regularly to ensure that they are cost-effective and achieve their intended objectives. Investment in innovative activities and necessity of innovation encouragements are, also, a crucial problem for Latvia. In the field of corporate income tax, Zelgalvis et al. (2010) proposed to restore the tax credit to small enterprises that introduced innovations in their entrepreneurship and raised investments, and to enterprises that produced high technology and software products, and to award the tax credit to enterprises that worked with new technologies being in the process of implementation and creating new jobs. However, the net effect of tax credit for the nominal rate of 15% on company's taxable income seems to be too small in order to achieve the policy goal of significantly increasing industry's R&D. For the tax year 2014, additional incentives for research and development are provided by amendments to the law "On Corporate Income Tax". Taxable income of corporate taxpayers should be decreased by high school and college revenues in the form of payment for the provision of training in vocational secondary education, vocational education, and higher education programmes, including the objectives listed in the state budget allocated (including transfers to the state budget), revenues from research and studies, and on R&D expenditure amount, multiplied by increasing coefficient of 3.
It is most important that such a tax incentive would increase all applied R&D to some extent, leaving targeted long-term, high-risk R&D support to direct funding programmes where leakages to research already supported by industry can be kept to a minimum. The analysis shows that, if not enough investment funds are flowing into R&D, tax incentives (in the most efficient form) are required. Despite the investment incentives and exemption of royalties paid to the non-residents from the Latvian companies, the revenues from domestically created intellectual property objects will be subject to ordinary corporate income tax; thus, encouraging intellectual property import but not the export. Taking into consideration recently introduced Cyprus and Malta intellectual property regime, the authors recommend introducing, also, incentives on inbound royalties and limitations on out-bound royalties. For example, by applying Cyprus's corporate tax rate of 12.5%, the maximum rate of tax on income earned from royalties is 2.5%. This is half the rate offered by the next most attractive scheme (the Netherlands). However, given the deductibility of expenses including amortisation, most Cyprus companies will suffer an actual rate of less than 2.5% (Neocleous and Aristotelous, 2013). Similar to Cyprus tax regime, four-fifths of the profit, earned from the use of intangible assets, should be deducted for tax purposes. Therefore, only 20% of income after deduction of the costs of earning the income (including amortisation), is taken into account. Taking into consideration that any dividend income generated out of royalty income earned by the Latvian company and paid to its non-resident shareholders, is fully exempt from the tax, could create generous tax incentive for research and intellectual property activities.
